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TAX NEWS
LOUISE A. SALLMANN, CPA, Oakland, California

The taxation of capital gains and losses
has always caused considerable comment
and controversy. Considering whether or
not they should be included as income for
tax purposes leads to tenuous problems.
Some of these problems arise from differ
ences in definition and interpretation as to
what is income and what are capital gains
and losses. From the viewpoint of the tax
payer, it is a questionable practice to tax
in a single year appreciation in value of
capital or earnings accumulated over a
period of years. In drafting revenue meas
ures, Congress has been guided by the
thought that such receipts represent tax
paying ability even though it may be diffi
cult to allocate to years of accrual. More
over, much revenue might be lost if these
receipts were disregarded. Therefore, the
laws have been administered on the theory
that capital gains are taxable income for
the year of realization.
If Congress has been confused and frus
trated in the treatment of capital gains
since 1861, consider the poor taxpayer.
How often have you had to explain away
to clients or employers the catch line used
to advertise various tax services, such as,
“100 Ways to Convert Income Into Capital
Gains” ?
There are, of course, certain circum
stances and/or procedures which if prop
erly applied will produce this advertised
result. However, as is generally the case
in the do-it-yourself television type of ad
vertising, it is never as easy as it looks.
In a recent case (Hoy, TCMemo 195828), the taxpayer obtained a favorable de
cision on the conversion of future royalty
payments from ordinary income to long
term capital gains by careful planning. Mr.
Hoy was the patentee of an improved meat
mold. He first transferred all his patents
to his wholly owned corporation. The cor
poration later sold the patents for royalties
payable over a 10-year period. The cor
poration was subsequently liquidated and
the royalty contracts were distributed to
Mr. Hoy. Hoy treated the contracts as hav
ing no value and reported capital gain based
on royalties received by the corporation
prior to liquidation. Royalties received by
Hoy under the- contract which he had re
ceived in distribution were reported by him

as additional capital gain when and as re
ceived.
The Commissioner claimed that the roy
alty contract had a fair market value on
the date of liquidation, which value should
have been taken into account in computing
Hoy’s capital gain that year. The Com
missioner also contended that royalties in
excess of this value were taxable as ordi
nary income. According to the Tax Court
decision, however, the contract had no as
certainable value, since future royalties de
pended upon future production and sales by
a company over which the taxpayer had no
control.
Prentice-Hall suggests that to obtain
similar results careful consideration should
be given to complete liquidation (not under
Section 333), a contingent sales price, and
to the requirement that the seller need not
render future personal services.
Another possibility of the much desired
capital gains treatment is now available
under Rev. Rul. 57-565 (IRB 1957-48), as
it pertains to the sale of undivided portions
of subdivided investment property. It is
now possible to hold a subdivided section
as an ordinary asset and to be able to sell
that portion of the real estate not subdi
vided at a gain which will be treated as
capital gain.
Another interesting and related problem
is that of converting what appears to be a
capital loss into an ordinary loss. In the
past there have been favorable decisions
by the Tax Court where the facts involved
were such that although the asset which
was sold at a lost would normally be classi
fied as a capital asset, in specific instances
they may be defined as assets used in a
trade or business. In Rev. Rul. 58-40, IRB
1958-7, the Commissioner has agreed to go
along on certain factual cases. These cases
deal with the sale of securities which the
taxpayers could prove were purchased not
for investment or speculation, but for a
purpose directly connected with the firm’s
regular business operations. The cases are
cited in the Tulane Hardwood opinion
(24TC1146).
Unfortunately, this sort of ruling works
against the taxpayer as well as for him. In
the Corn Products case (350 U. S. 46, 47
AFTR 1789), a refining company bought
(Continued on page 13)
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neither to be considered sacred nor to be
taken lightly. Managers will respond with
better attitudes when they understand that
the use of the budget is to permit them to
control their own operations.
Insist on a clear-cut organization struc
ture. A budget system cannot thrive with
out it. Each department should have a
responsible manager, vested with authority
commensurate with his responsibilities. He
should have a clear understanding both as
to the individual to whom he reports and
as to the people who report to him. These
are well-known precepts.
Arrange for good, common-sense account
ing and complete, simple, and prompt ex
planations of the content of the items. This
requires an accounting staff that is more
concerned with the operating facts than
with the techniques of balancing the books.
Extreme care should be devoted to seeing
that no supervisor has in his budget any
item over which he does not have control.
This area is fraught with debatable items
and unending technical complications. If
your house is not in order in this respect,
almost any amount of effort is justified
to put it in shape. And unless you are the
exception to the rule, it will cost more
money initially than you expect to pay, in
terms of staff salaries and, perhaps outside
consulting services. The cost is usually well
justified, however, in the end result.
In the field of cost control, use your
budget as a tool to be placed in your fore
men’s hands—not as a club to be held over
their heads. To implement this rule, it may
be well to design an educational program.
Meetings attended by line and staff super
visors may prove an effective vehicle. Cost
reduction must be placed on the basis of
mutual effort toward a common aim. The
creation of this atmosphere is an essential,
definitive step in budget practice.
It is the controller’s job to establish,
maintain, and coordinate a budgetary sys
tem—in fact, a complete system of plan
ning and control. But this work must be
accomplished through authorized manage
ment. He must not enforce his instructions
nor issue orders. He and his staff must
be devoted to producing, reporting, and
interpreting information—to making the
planning and control machinery run. He
is wholly a staff executive, and his only
honors stem from the confidence of his
associates. This he earns by honestly pro
viding the control service and refraining
from making operating decisions.

The present era demands a new appraisal
of our daily work. The symptoms of budget
irritations may point to deeper meanings
in the spiritual emancipation of mankind.
We are beginning to learn that no tool can
be used effectively unless the hand that
guides it is rightly motivated. Like all
other techniques of business, the budget
should be a door open to more satisfying
and profitable work—not an instrument of
torture.
Then it will be known that what you can
do without a budget you can do better with
one. It will be seen that the entire plan
ning and control procedure, under whatever
name, is a device for freeing men to do
their best work—not a machine of restric
tion and condemnation. This better view
is within our grasp today.
Planning is but another word for the
vision that sees a creative achievement
before it is manifest. Control is but a name
for direction. The genius of management
cannot fail to turn the budget idea finally
into positive channels, so that people indi
vidually, as well as business leadership gen
erally, will reap the harvest that it prom
ises.
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corn futures and realized a substantial
profit on their sale. The Court found that
the futures were not purchased for invest
ment or speculation but as “an integral part
of its business designed to protect its man
ufacturing operations against a price in
crease in its principal raw material and to
assure a ready supply for future manufac
turing requirements.” Therefore the gain
was ordinary income.
In any case, it behooves the taxpayer to
clearly define his intention when buying a
capital asset for other than investment or
speculation purposes in some permanent
record such as the minutes of the corpor
ation, since the tax disadvantages of capital
loss versus ordinary loss are so much more
drastic than capital gain versus ordinary
income.
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